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@EPORT OF INDEPENDENT PUBLIC ACCOUNTANTS)

- -

To the Board of Directors and Srockhoiders
of PacWest Telecomm, Inc.;

We have oudited the accompanying balance sheets of Pac-West Telecomm, Inc. [a California corporation) as of
December 31, 1998 ond 1999, and the related starements of opesations, changes in stockhalders” equity {deficil
and cash flows for each of the three years in the period ended December 31, 1999. These fincnciol statements are
the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
siatements based on our audits.

PacyWaosl Telecomm. Ine

We conducted our audils in accordance with auditing standards generally accepted in the United States. Those
standards require that we plan and perform the oudit to obtain reasonable assurance about whether the financial
statements are free of mareriol missigtement. An audit includes examining, on a fest basis, evidence supporting

the amounts and disclosures in the financial statements. An audit alsa includes assessing the accounting principles used
and significant estimales made by management, as well as evaluating the overall financial stalement presentation.

We believe thar cur audits provide a reasoncbie basis for our opinion.

In cur apinion, the financisl starements referred to above present foiry, in il material respects, the financial position of
Pac-Weast Telecomm, Inc. as of December 31, 1998 and 1999, and the results of its operations and its cash flows for
eoch of the three years in the period ended December 31, 1999, in conformity with accounting principles generally
gocepted in the United States.

At ot 1 p

San Francisco, California,
Febryary 10, 2000
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lance Sheets jos of December 31, 1998 and 1999])

Pac Wast Tdecomm. Ing

ASSETS
1998 1900
Current Assets:
Cosh and cash equivalents $ 15.236.000 $ 82.688.000
Restricied cash - 10,087,000
Shortterm investments - 70,138.000
Trode occounts receivable, net of allowaness of $400,000 and $675.000
in 1998 and 1999, respectively 4,623,000 8.339,000
Accounts receivable from related parties 64,000 63.000
Income tax receivable 1,971,000 195,000
Inveniories 447 000 252,000
Prepaid expenses and ofher curen: assats 861,000 2,786,000
Deferred financing costs, net 457,000 864,000
Deferred tox assets 151,000 580.000
Total cument assets 23.810.000 176,692,000
Equipment, Vehicles and leasehald Improvements:
Network and other communicalion equipmen 29,817,000 71,142,000
Cffice furniture and equipment 1,965,000 3,640,000
Vehicles 717,000 1,199,000
teasehold improvements 5,581,000 11,661,000
Projects in progress [Note 2) 25,597,000 32.405.000
63,677,000 120,047,000
less: Accumulated depreciation ond emortization (6.383.000} i14,858,000)
Equipment, vehides and leasehald improvements, net 57.294 000 105,189,000
Other Assets, net 1,389,000 8,219,000
Total assess $ 82,493,000 $ 200,100,000

The accompanying notes ofe an inegral part of these finoncial siotements.
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@alance Sheets {os of December 31, 1998 and i???])

HABILITIES AND STOCKHOLDERS’ EQUITY {DEFICIT)

1998 190Q
Current Liabilities:
Current portion of notes payable 3132000 $ 99,000
Accounts payable 5,147,000 13,158,000
Accrued payroll and related expenses 846,000 1,719,000
Accrued interest on Senior Notes - 8.435,000
Crher accrved liobililies 2,153,000 1,269,000
Income faxes payable - 520,000
Total cument licbilities 8,278,000 25.200,000
Seniar Notes - 150,000,000
Senior Secured Borrowings and Other Long-Term
Obligations (Noie 3} 100,000,000 -
Netes Payable, less curent portion 116,000 17,000
Total longrerm debt 100,116,000 150.017.000
Deferred Incame Taxes 1,888,000 8,633,000
Total liabilities 110,282,000 183,850,000
Commitments and Contingencies {Note 3]
Convertible Redeemable Preferred Stock, $0.001 por vaive;
1,750,000 shares authorized; 1,750,000 and O issued and outstonding at
December 31, 1998 ond 1999, respectively {preference in liquidation of
$45,000,000, plus accrued aymulative dividends of $1,324,000 ot
December 31, 1998] 46,324,000 -
Stockholders Equity {Deficit):
Common stock, $0.001 par value:
Authorized shares— 50,000,000
ssved ond outsianding shares— 17,587,458 and 35,393,326 o
December 31, 1998 and 1999, sespectively 18.000 35,000
Additional paid-in capital 8,905,000 173,345,000
Notes receivable from stockholders {233,000 {233.0001
Retained eamings [deficit] [82.803,0001 (66,897 .000)
Tolal siockholders’ equity [deficit) (74,113,000 104,250,000
Total liobilities and stockholders’ equity (defici § 82,493,000 § 290.100.000

The accampanying notes are an integral part of these financic! sipements.




{ Statements of Operations (for the years ended December 31, 1997, 1998 and 1999;)
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1997 1998 1600
Revenues (Note 5] $ 20,551,000 $42,211,000 § ©5.505.000
Costs and Expenses:
Operating 12,060,000 15,344 000 20,510,000
Selling, general and administative:
Selling, general and administrative 7.367 000 10,779,000 22.855.000
Transaction bonuses and consuliant’s casts [Note 1) - 3,798,000 -
Depreciation and amortization 2,204,000 4,106,000 8,689 000
Total costs and expenses 21,631,000 34,027,000 52,054,000
Income from operctions 7,920,000 8,184,000 43,451,000
Other Expense {Incame):
Interes: expense 932,000 4,199,000 18,124,000
Gain on disposal of answering service division {385,000) - -
Costs of merger with PWT Acquisition Corp. and
recapitalizotion - 3.004,000 -
Cther income, net [119,000) {330,000 {3.690.000|
Total cther expense, nei 428,000 6,873,000 14,434,000
income before provision for income
taxes end exirgordinary item 7.492 000 1,311,000 29,017,000
Provision for Income Taxes 2,997,000 1,561,000 13,111,000
Income {loss} before extraordinary item 4,495,000 {250,000 15,906,000
Extraordinary ltem:
Loss on early extinguishment of debt,
ner of income tax benefit of $278,000 - (417,000 -
Net income {loss) 4,495 000 (667.000) 15,906,000
Accrued Preferred Stock Dividends - {1,324,000} {4.085,000)
Net Incoma {Loss} Applicable to
Comman Stockholders $ 4495000 $11,991,000) $ 11,821,000
Income (Loss) Before Extraordinary
ltem Per Share:
Basic $ 2.1 ) {0.30) 3 0.59
Diluted $ 32.11 $ 10.30) $ 0.56
Net income {Loss} Per Share:
Basic 3 32.11 $ 10.38] 3 0.59
Diluted $ 3211 $ [0.38] $ 0.56
Weighted Average Shares Qutstanding:
8asic 140,000 5244191 20,172,968
Dilyted 140,000 5,244,191 21,293,828

The accompanying notes are an integral pan of these financiol salemens.




@tatements of Changes in Stockholders’ Equity (DeﬁcitD*
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FOR THE YEARS ENDED DECEMBER 11, 1997, 1998 AND 1999

L:J_ Notes Towat
£ Additional Recenable Retcined Stockhoiders
S Common Stock Paid-in from Eamings Equiy
= Shores Amount Caopitat Siockholders |Deficit} {Defieit)
3
2
& BALANCE,
December 31, 1996 140000 § 4037000 % -3 - % 140000 § 4177000
Net income -~ - - - 4495000 4,495000
BALANCE,
December 31, 1997 140000 4,037,000 - - 4,635,000 8672000
Conversion 1o $0.001
par valve stock - 40370000 4037.000 - - -
Effect of merger with PWT
Acquisifion Corp. and
recopilalization {Note 1) 7,176,988 7,000 1,193.000 — (867710001 (85.571,000)
Issuance of commoen siock 9,658,012 10,000 4,708,000 - - 4,718,000
Accrued cumulative dividends—
preferred stock - - 1,324.0001 - - (1,324,000
Issuances of common stock for
cash and notes receivabie 612,458 1,000 221,000 {233,000 - 59,000
Net lass - - - - {667,000 (667, 000)
BALANCE,
December 31, 1998 17,587 458 18,000 8,905,000 [233,000] 182,803,000 (74,113,000)
Net proceeds from inifial public
offering of common siock 12765000 12000 118,121,000 - — 118,133,000
Comversion of preferred stock 5,040,868 5000 50404000 — — 50,400,000
Acerued cumulative dividends—
preferred stock - - {4,085000] - - 14085000
Net income - - - — 15906000 15906000
BALANCE,
Decernber 31, 1999 35393326 § 35000 $173,345000 $ (233.0001 $066.897.0001 $106,250000

The accompanying notes are an integral port of these financiol siolements,
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FOR THE YEARS ENDED DECEMBER 31, 1997, 1998 AND 1999

o
T__- 1907 1998 1099
g Operating Activities:

= Net income {iass) - 3 4 495,000 $ 667,000 $ 15,906,000

a Adiustmenrs to reconcile ner income {loss) 1o ney casn

;’ provided by operanng activities:

) Extraoraingry item —loss an eqgriy extinguishmem of degt,

& net of income rax banefit - 417,000 -
Coss of merger with PWT Acquisition Corp. and recopeciizohion - 3,004,000 -
Deoreciction ond amonizotion 2,204,000 4,706,000 8,689,000
Amoriization of deferred financing costs - 1,438,000 1,162,000
Gain on disposal of gnswenng senvice division 1385.000| - -
Gain on disposal of equipment {15,000| - -
Interast ecmned on resricted cosh - - 629,000}
Provision for doubthul accaents 216,000 100,000 275.000
Deterrec income 1ax provision 711,000 943,000 4,316.000
Changes in cperating assets and licbilities:

increasa in nrade oocounts receivable (2.034,000) 11,061,000 (3,991,000
Decreasa {increase) in occours recaivable from relaed parties {67,000 97,000 1,000
Deciease {increase) in income fax recenqtie 4] {1.971,000 1,776,000
(tncrecsei decrease in invenigries 195.000 [117,000] 1505.000
Increase in prepaid expenses and other current assets 1175,0001 {263,000 11,975,000
Decrease [incregse) in other assets 154.0001 91,000 12,541,000
Increase in occounts payoble 654,000 3,988,000 8.011,000
Increase in accrued interest on Seniar Nates - - 8,435.000
Increase in income icxes poyacle - - 520,000
Incrense [decrease] in orcrued payroll and
reicted expenses and other liabiliies 133.000 1,508 000 111,000
et cash provided by ocoerating cctivdies 5,876,000 12.033.000 41,439.000
Investing Activities:
Purchases of squipment, vehicles and legsehold improvemerts {7.103,0001 (42,176,000 (564.370,000)
Purchases of shorterm investments - - (70,138,000
Purchase of resricted cash invesiments,
net of redemptions of $10,238,000 - - [9.458,000}
Proceeds irom disoosal of answering service division 402,000 - -
Proceeds from disposal of equipment 82,000 145.000 -
Net cash used in investing octivifies 16,619 0001 142,037,0001 1135,566.000)
Financing Activities:
Procesds from issuance of Senior Nojes - - 150,000,000
MNet procends from initial public offering of common siock - - 118,133,000
Repoymen of senior secuted borrawings - - 1100.000.000)
Proceeds from notes poyable 5,931,000 10,514,000 -
Repayments an notes paycble [1,332.000) 12,658,000 {132.000)
Principol poyments on capital leases 1730.000) [8:28,0001 -
Poyment for deterred finoncing costs - {1,195,000¢ 6.022,0001
Procesds from senior secured borrowings - 15,587 000 -
Increase in other longerm obligations - 2.000,000 -
Praceeds from the issyance of comman stock - 2,000 -
Merger with PWT Acquisition Corp. and recapitalizorion:
Proceads from the issuance of preferred stock - 31 844,000 -
Proceeds irom the issuances of common stock - 5,948,000 -
Proceeds fram semor secured borowings - 75,413.000 -
Paymers 1o existing stockhalders - (74,015,000 -
Extinguishments of notes payable ond cooitei leases - 123,159,0001 -
Payment for deferrad financing cous - 11,895,0001 -
Costs of merger with PWT Acquisition Corp.
ong recopitoiization - 12.954,0000 -
Reoayment of loans poyable 1o officers and stockholder {211.0001 - -
Neit cash provided by financing ocnvilies 3.658.000 41.631.000 161 979.000
Net increase in cash ond cosh equivalents 2,915,000 11,633,000 67 452,000
Cash And Cash Equivaients:
Baginning of year 4B88.000 3.603.000 15,235.000
End of year $ 3.603.000 $  15.236.000 §  §2.688000

The accompanying noms are an imegral pan of these financial wowments.
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ITEM 1. ORGANIZATION

Pac-West Telecomm, Inc. {the Company is o rapidly
growing provider of integrated communications services
in the western United States. The Company’s customers

include Internet Service Providers {ISPs), small and medium

businesses and enhanced communications service
providers, many of which are communications intensive
users.

The Company was incorporated in May 1996 in the
state of Caiitornia as @ wholly owned subsidiary of
CalPage (a telephone, answering ond paging services
company], also formery named PacYWest Telecomm, Inc.
CalPage tronsfenred its telephone and onswering service
divisions to the Compary effective Seprernbef 30, 1994
(the Initial Transter).

During 1997, the Company sold the customer bose and
other assets of its answering service division {see
Note 10).

The success of the Company is dependent upon several
factors. These foctors include the Company’s ability o
penefrate additional markets and to manage network
growth and technological change within the telecommuni-
cotions industry, the successful implemenation of local
and enhanced services 1o its customers and 1SPs, and
competition om preexisting and new providers of local
and longdistance services, as well as positive and timely
responses regarding governmental reguiations.

On September 16, 1998, the Company completed a
merger with PWT Acquisition Corp. (PWT) and a recapr
talization of the Company {the Transaction]. PWT was

formed by o group of investors {the New Stockholdets) for

the purpase of injecting additional equity into the

Company and effecting the recapitalization. In connection
with the Transaction, PWT was merged into the Company,
with the Company being the surviving corporation. In con

nection with the Transaction, the existing stockholders of
the Company received cash paymenis of approximately
$74 million, as well as shares of newly issued preferred
and common stock of the Company in exchange for o
substantial portion of their ewnership interests.
Additionaily, ar the consummation of the Transaction, the

Company poid transaction bonuses and consultant's costs
toraling approximately $3.8 million, which are included in

the accompanying skatements of operations. Under the
terms of the Transaction, the existing stockholders of the
Company were entitled to receive additiona! considera-
tion up to $20 million in the event that cerain billings
under dispute were received subsequent 1o the recapiak
ization (see Mote 5). After consummation of the
Transaction, the existing stockholders continue to hold
approximately 28 percent of the issued and outstonding
common stock of the Company. As a result of the

continued significant awnership inlerests of the existing
stockholders, no adjustments hove been made 1o the
historical carrying omounts of the Company’s assers ang
licoilities as @ resuit of the Transaction.

in November 1999, the Company consummated an
initial public offering of its common stock. A o of
12,765,000 shares were issued in connection with the
oftering resulling in net proceeds afier underwriters’
discount and expenses of approximately $118.1 milliar.
in addition, concurtent with the offering, alf outsianding
preferred stock ond relaled accrued cumulative dividends
were converted into 5,040,868 shares of the Company's
common stock.

ITEM 2. SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES:

Conceniration of Custamers and Suppliers

The relafive concentrations of customers and suppliers of
the Company are:

1997 1698 1909
Revenves {percen of revenues):
Incumbent locat Exchange
Cortiers ILECs. see Note 5] 7% 7% 58%
Suppliers (percen of cperating cosrsl:
largess supplier 4%, 50% 49%

ln 1997, 1998 ond 1999, the Company’s largest supplier
was also the largest ILEC.

Use of Estimates

The preparction of financiot sialements in conformity with
generally accepted gocounting principles requires
manogement to make estimates and assumptions that
affect the amounts reporied in the financial starements
and the accompanying notes. Actual results could differ
fom thase estimates.

Regulation and Competition

Rates charged by the Company for cenain lelephone
services are subject 1o the approval of varicus regquiatery
authorities. Trends in the telecommunications industry point
toward increased competition in virtuoily ail markets ong
the continved deregulation or olernative regulation of
telecommunicotions services in many jurisdictions.

Revenue Recognition

Revenues from the sole of selecommunications products are
recognized in the month in which the service is provided.
except for reciprocal compensation generared by catls
placed 1o [SPs connecred thraugh the Company’s network.
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The rights of comperitive local exchange carriers, such as
the Company, o receive this type of compensahon is the
subject of numercus reguiatory ond legol challenges fsee
Note 5). Until this issue is ultimasely resolved. the
Company will conrinue fo recognize this revenue on

a cashreceived basis.

Revenues from the sale of relecommunications products are
recognized upon installation, or it no inskallotion is reguired,
upen shipment. Initial nonecunring fevenues from the insialler
tion of selecommunication products are recognized upon
completion of insalkafion 1 the extent of diredr costs incumed.
Any inifict nontecuming instaiation revenue in excess of direct
costs is deferred and omoriized aver the expecred service
conmact period, genenally two years or less.

Cash Equivalents

For purposes of reporting cash flows, the Company con-
siders all highly liquid investments with an criginal maturity
of three months or less from the daie of acquisition to be
cash equivalents.

Restricted Cash

Resricted cosh represents shorHderm investments depasiled in

on interest reserve trust occount 1o fund the initiol inferest pay-
ments through February 1, 2000 under the $ 150,000,000
Senior Notes. All such interest payments hove been made.

Short-Terin Investments

All invesiments with an ariginal maturity of greater than
three months from the date of acquisition are accounted
for under Financial Accounting Stondords Board (FASB)
Steatement No. 115, “Accounting for Cerigin lnvestments
in Debt and Equily Securities.” The Company determines
the appropricte classification ot the time of purchase. Al
investmenis as of December 31, 1999 were classified os
availobleforsale and approprictely comied at fair vaive,
Realized gains and losses are included in other income,
net in the accompanying statements of operations.

. Difterences between cost and fair volue are recorded os
unredlized gains and losses in a separate component of
stockholders' equity. As of December 31, 1999, the cost
of these investments approximated marker.

Inventories

Invenionies consist of telephone equipment, pans and
installation marerials, which are valued af the lower of
cost or market. Cost is determined by the average cost
method. Provision is made to reduce slow moving
inventary k> reflect ils estimated net reglizoble value,

Equipment, Vehides and Leasehoid
improvements

Equipment, vehicies and leasehold improvements are
stated ot cost and inciude network and other communica:-
fion equipment, office furniture and eguipment, venicles,
leasehold improvements, projects in progress and equip-
ment deposits. Equipment includes assets acquired under
capital lenses. Expenditures for maintenance are charged
10 expense as incurred. Upon retirement, the asset cost
ond relaied accumulated depreciation are relieved from
the financiol statements. Gains and losses associoted with
dispositions of equipment, vehicles and leasehold
improvements are reflected as a companent of ather
income, nef in the occompanying stalements of
operations, Depreciation and amertization is computed
using the sroighMine method based on the foilowing
esiimated useful lives:

Equipment o7 years

Vehicles 5 years

leasehold improvements 10 vears or life of lease,
whichever is shoner

The Company copitalizes interest on capital projects when
the project involves considerable time and major expendi-
tures, Such interest is copilolized as port of the cost of the
equipment and leasehold improvement and is amortized
over the remaining life of the assets. Interest is capitalized
based on rates for borrowings that are cuistanding over
the period requited to compiete the asset. In 1998 and
1999, the Company capidlized $303,000 and
$2.346,000, respectively, of interest related to capilal
projects. Copitalizable inferest in 1997 was insignificans.

Depreciation and amortization of equipment, vehicles and
leasenold improvemenis was 32,204,000, $4,106,000
and $8,475,000 for the years ended December 31,
1997, 1998 and 1999, respectively.

included in projects in progress af December 31, 1998
is $20.828.000 for depasits patd or payable on
equipment not in service at yearend.

Deferred Financing Costs, Net

Deferred financing costs, net consist primarily of capital
ized amounts for underwsites fees, professional fees and
other expenses related 1o the issuance and subsequent
registration of the $150,000.000 Senior Nores. These
deferred financing costs are being amortized on o
strgightline basis {which aporoximates the effective interest
method) over the estimated 10 year 1erm of the notes
beginning January 29, 1999. Other deferred linancing
costs are for the senior notes exchange offering and costs
relating 1o the senior credit facility. Amanization expense
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for the years ended December 31, 1998 and 1999,
was 31,438 000 and $1,162,000, respectively, and is
included within interest expense in the accompanying
stgrements of aperations.

Other Assets

At December 31, other assets consist of the following:

1998 1999
Defered financing cosrs 3 1195000 3 5648000
Acquisiion of lease rights - 1.513.000
Longrerm portion of prepaid
expenses ond deposits - B849.000
Longrerm portion of
covenanl nol 10 compe 150,000 -
QOther 44,000 209.000
3 1.389000 % 8.219.000

During 1999, the Company puichased lease fights of
odditional space in its los Angeles facility. This amount is
included in other assets as listed above and is being
amortized over the life of the leose.

Other Accrued Liabilities

Orther accrued liabiliies include approximately $1,018,000
ond $397,000 os of December 31, 1998 and 1999,
respectively, of omounts collected From cusiomers for raxes
due o vorious governmental and regulatory outhorifies.

Supplemental Statements of
Cash Flows Information

1997

Cash poid dwing the
period for:
fromrest {net of amoun
copialized]

Income Koues

inet of redunds)
Supplemental disdoswe of
noneash ronsactions:
Acopisition of heed
Qssets wing copilal
lease chiigasons
fssuonce of the
Preferred Stock in
conjunction wih the
Tronsaction -
Refinancing of copilal

lecse chligation with

nose payoble -

$ 524000 § 2565000 $8.723.000

2,351,000 2195000 4499000

4,781,000

13.156.000 -

1,590,000 -
Income Taxes
The Company provides for income taxes in accordonce

with Statement of Financial Accounring Standards (SFAS)
Na. 109, “Accounting for Income Taxes.” SFAS No. 109

requires the asser and liability method of accounting for
income Kkaxes. Under this method, deferred income toxes
are recognized for the tax consequences of “lemporary
differences”™ by applying the applicable stomwry tax sate
ro the differences between the financial stalement carmying
amounts and the tax basis of existing assets and liotilities.
Undes SFAS No. 109, the effeci on deferred taxes of @
change in tax rates is recognized in income in the period
that includes the enaciment date based on the applicable
ox rate.

Other Comprehensive Income

In Seprember 1997, the FASB issued SFAS No. 130,
“Reperting Comprehensive income.” SFAS No. 130
esmblishes the disclosure requiremens for comprehensive
income and its companents within the financial stotements.
There were no ilems of other comprehensive income for
the years ended December 31, 1997, 1998 and 1999;
therefore, comprehensive income is the same as net
income [loss! for each of hese years.

Segment Reporting

The Company has adopted Statement of Financial
Accounting Standards {SFAS) No. 131, "Disclosures
about Segments of an Enterprise ond Related Informotion. ”
As an integrated telecommunications provider, the
Company has one reporable operating segment. While
the Company's chief decision-maker manitors the revenue
sreams of various services, operations are managed and
financial performance is evaluated based upon the deliv-
ery of multiple services over common networks and facili-
ties. This oflows e Company o leverage its costs in an
effort to maximize rewm. As a result, there ore many
shared expenses generated by the varicus revenue
sreams; becouse management believes that any alloco-
tion of the expenses to multiple revenye streams waould be
impractical and arbitrary, management does not currently
make such allocations interally. The chief decision-maker
does, however, monilor revenye streams at o more
detailed level than thase depicted in the Company's
historical general purpose financial siatements.

Specifically, the tollowing table presents ievenues by
service type:

1997 1998 1999
tocol senvices $17.810000 & 28147000 879071000
long digarce savces £.133.000 4.328,000 7.974 000
Dedicoed rompon sennces 1312000 4,155,000 5,162,000
Producss ond servces 2073000 2104000 1.485.000
Orher 1,223,000 1,477,000 1.813,000
20551000 V422711000  $95.505.000

local services revenues for the year ended December 31,
1999 include $26,308,000 of reciprocal compensation
saflement payments {Note 5.
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Other Recent Pronouncements

In june 1998, the Financial Accounting Standards Board
{FASB) issued Statement of Financial Accounting Standards
(SFAS) Ne. 133, "Accounting for Derivative Insinrmens
and for Hedging Activities,” effective for fiscoi years begin-
ning after June 15, 1999, Management does not expect
adoption of SFAS No. 133 in futwe pesiods to have o
significant impact on the Comparty's finoncial sialements.

ln December 1999, the Securities and Exchange
Commission issued Siaff Accounting Bulletin No. 101
{"SAB 101", Revenue Recognition in Financial Stotements.
SAB 101 provides guidance on applying generally
accepted acoounting principles 1o revenue recognition in
financial statements, and is effective for us in the second
quarter of 2000. While we believe that SAB 101 wil
have no material effect on our curent accounting policies,
we will evaluate our current policies to ensure that they
are in occordance with S48 101.

Income {Loss) Per Share

Income {loss] per share has been calculoted under SFAS
No. 128, “Eomings per Share.” SFAS No. 128 requires
companies fo compule income {loss) per share under two
methods [basic end dilrted). Basic net income (loss| per
share is calcuigted by dividing net income [loss) by the
weighted averoge shares of common stock cutstanding
during the period. Diksed net income {loss! per share
information considers the effect of dilutive securifies {stock
options and convertible preferred stock] as follows:

For the Yeor Ender
December 31, 1999
Income Shares Per Share
Basic nef income per share:
Mei income opplicable
© common sockholders $11,821.000 20172968 § 0.59
Hect of dive sacurities:
Conventble redsemable
prefemed siack - -
Siock oprions - 1,120,860
Dikstedd net income: pes shore:
income ovailcble 10 comman
sinckhalders ond
awmed coverions 311,821,000 21203828 § 0.56

Conversion of the convertible redeemable preferred stock
for the years ended December 31, 1998 and 1999 and
the effect of the exercise of siock optians for year ended
December 31, 1998 are antidilutive and have been
excluded from the colculation of diluted income floss) per
share. The Company consummated an initial public offer-
ing of its common stock and convenied ail cutsianding
convertible redeemable preferred siock in November
1999 [see Nore 1)

Basic ond diluted income per share was the same for the
year ended December 31, 1997 as there were no con
vertible preferred stock or siock opiions outsianding during
1697

The Company evaluated the requirements of the Securities
and Exchange Commission Staff Accounting Bulletin (SAB]
No. 98 and concluded that there are no nominal issuances
of common stock or pofential common stock that would

be required 1o be shown as outstanding for all periods
presenied herein as outlined in SAB No, 9B.

3. LONG-TERM DEBT AND OTHER LONG-TERM
OBLIGATIONS:

longerm debt ond other longterm obligotions consisted
of the following ot December 31, 1998 and 1999:

1998 1999
Senicr Notes 3 - $150,000,000
Senior secured borrowings ond
other longtenm obligerions 100.000.000 -
Nows payable. less cument
portion 114,000 17000

$100.116.000 $1350.017.000

On January 29, 1999, he Company issued
$150,000,000 of Senior Notes ot par. The Senior
Noles bear interest at 13.5 percent payable in semiannual
instaliments, with principai due on February 1, 2009,

Proceeds of the Senior Notes were used © repay
$100,000,000 of sanior sacuted bomowings {including
$9.000,000 of other longterm cbligations subsequently
financed through senior secured bomowings and 1o
establish on interest reserve account to cover initial
interest poyments due under the Senior Notes through
February 1, 2000. :

The Senior Nates carry provisions that allow the Company,
at its opfion, to {i] redeem up lo 15 percent of the notes
wilh proceeds of cerainpublic offerings of equity prior

to February t. 2002, lii} redeem ail or part of the

notes at specified prices on or after February 1, 2004,
or liii) offer 1o exchange the notes within 180 days from
the issue date for o new issue of identical deft securities
registered under the Securities Act of 1933, as amended
{the Securities Act]. In August 1999, the Company
completed the registration of these notes under the
Securities Act and on Seplember 22, 1999 all of the
unregistered Senior Notes were exchanged for Senior
Noles registered under the Securities Act of 1933,

The basic covenanis of these notes restrict (subject to
cenigin limilgtions} the Company's future ability 1o pay
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dividends, repurchase siock, pledge or sell ossets as
security for other ransactions. or engage in mergers and
business combinations. The covenarnts allow the
Company to incur odditional deb: subjecr fo various
limitations.

The Company has a threeyear senior credit facility expiring
June 15, 2002 that provides for maximum borrowings of
340 miltion to finance working caopitai, the cost of the
Company's planned capital expansion and other corporaie
transactions. The bormowings are secured by substantiolly afl
of the Company's assets. Bomowings under this senior credit
focility will bear inferest, of the Company's option, ot

{1] the Base Rate [as defined) or (2] the UBOR Rawe (os
defined] plus between 2.25 percent and 3.5 percent. As of
December 31, 1999, there were no amounts outsianding
under this focility and the bomowing rate would hove been
9.25 percent. The credit facility requires the Company to
meet cenain financial tests, including, without limikation,
maximum levels of debt as a ratio of eamings before
interest, Yaxes, depreciation and amantization (as defined),
minimum inerest coverage and maximum amount of capital
expandinres. The credit focility confains cerain covenants
which, among other things limit the incurrence of additional
indebfedness, investments, dividends, ransoctions with
offifiies, asset soles, ocquisifions, mergers and consalidations,
prepoyments of ciher indebledness (including the Senior
Motes], liens and encumbmances and oher motters customaily
restricied in such agreements, unless spectfic consent is
obiained.

At December 31, 1998 and 1999, nctes payable con-
sisted of contracts poyoble to banks and finonce compa-
nies for vehicles, requiring monthly principal and interest
poyments of $602 1o $1.510 at interest raies from

0.9 percent 1o 8.2 percent due through June 2001,
Notes payable are secured by Company owned vehicles.
Future principal payments consist of $99,000 and
$17,000 in 2000 and 2001, respectively.

4. EXTRAORDINARY ITEM—LOSS ON EARLY
EXTINGUISHMENT OF DEBT:

In conjunciion with the Transaction {see Note 1] and the
receipt of the senior secured borrowings during 1998,

as discussed in Note 3, the Company repaid certain
amounts cutskanding under notes poyable and copital
leases for equipment. The resulting loss in 1998 fom the
eortly extinguishment of the debt of $695,000, less the
applicable income mx benefit of $278,000, has been
reflected a3 on extrgordinary ilem in the accompanying
statements of operations for the year ended

December 31, 1998,

5. COMMITMENTS AND CONTINGENCIES:
Leases

The Company leases its five principat focilifies in Stockton,
Cokland, los Angeles, Los Vegas and Seatfle pursuant 10
noncanceliable operating leases that expire in june 2002,
Navember 2003, September 2006, August 2009 and
December 2009, respectively. The leose expiring in June
2002 aksa contgins five woryear renewal options.  The
leases expiring in November 2003, September 20006,
August 2009 and December 2009 also contgin wo
fiveyear renewal aptions. The Company also leases
selephone equipment sites and telephone ciccuits on
montHc-month, annual and longterm noncancellable
leases. Management of the Company expects thot these
leases will be renewed or reploced by oiher feases in

the normat course of business.

The Company’s future minimum lease poyments with initial
terms in excess of one year as of December 31, 1699,
are as follows:

Operaring leasas

Tekephone

Cirauts and

Sooce Equioment
2000 $ 1650000 $ 46.894000
2001 1,584,000 4,535,000
2002 1,400,000 4,805,000
2003 1,113,000 3,105,000
2004 1,043,000 1,462,000
2005 ond thereaiier 3.362,000 -
510,152,000 322,801,000

Renicl expense charged 1o operations for the years ended
December 31, 1997, 1908 and 1999, for all operating
leases for spoce was $432,000, $650.000 ond
$1,260,000, respectively, and is included in selling,
general and administrative expense in the occompanying
siatements of operations. Renial expense charged 1o
operations for telephone circuits of approximaiely
$6,000,000, $9,935,000 and $12,729,000 for the
years ended December 31, 1997, 1998 ang 1959,
respectively, is included in operofing costs in the accom-
panying skatements of operations.

Rental expense paid 1o related parties was approximately
$ 0. $35,000 and $163,000 for the years ended
December 31, 1997, 1998 aond 190G, respeciively.

Purchase Commitments

Al December 31, 1999, the Company has approximotely
$19,000,000 of purchase orders outskanding for network
aquipment due for delivery during 2000. These puichase
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orders are concelable up o 60O days prior ko delivery
without penalty and ore expected to be financed from the
procesds recsived from the Senior Nores, fom inlernaily
generated cash flows, from bomowings under the senior
credit facility or from proceeds from the Company’s initial
public offering consummated November 9, 1999,

In addifion, the Company is in the process of implement
ing o rew billing and operations suppert system. Total
estimoted costs for this sysiem oggregole approximarely
$16,500.000 of which approximarely $9,000,000
was incumed in 1999, $6,000,000 is estimated o be
incurred in 2000 and $1,500,000 in 2001, All of the
amounts incurred in 1999 are recorded in projects in
progress at December 31, 1990,

During 1998 and 1999, the Company purchosed
approximately 50 percent and 56 percent, respectively,
of total fixed assets fom a single vendor.

Employment Agreemenis

The Company has entered into employment agreements
with certain key executives that provide for minimum annu-
al base solaries, bonus entilements upon the achievement
of ceriin obijectives, and the issuance of stock options.

These employment agreements, which were approved by
the Company's stockholders in 1998 in connection with
the Transoction [see Note 1], gronted options lo wo
executives to purchase up 1o 568,750 shares of the
Company’s common stock, The exercise price of these
options of $0.48 per share appraximated the fair market
value of the Company's common stock at the date of
gront. These options vest over various dotes through
October 2001 and expire at various dotes through
October 2008 (see Note &).

The employment agreements were effective as of or
subsequent o the close of the Transaction and have terms
varying from one 1o three years; however, they may be
terminared by either party ot an earlier date under cermin
circumsiances. As of December 31, 1998 and 1999,
the Comoany accrued approximately $304,000 and
$811,000 in accrued payrall and reloted expenses in the
accompanying balance sheets for bonuses poyable under
these ogreements.

Revenue Recognition and Legal Proceedings

The Company has established interconnection agresments
with cenain Incumbent Local Exchange Cariers {ECs).
The Telecommunications Act of 1996 requires ILECs to
enter inko interconnection agreements with Competitive
local Exchange Companies {CLECs, such as the

Company| and other competitors and requires siare Public
Utilities Commissions (PUCs| 1o arbitrate such agreements,

The interconnection agreements autline, among other
ilems, compensation arangements for calls originaring
or sarminaling in the other porty's switching equipment,
payment terms, ond level of services.

Various ILECs have disputed, and are continuing to dis:
pute, that internet roffic calls made to an ISP are not local
calls, ond as such are not covered by the interconnection
agreements. Further, two ILECs with which the Company
has intesconnection agreements had withheld payments
from amounts billed by the Company under their agree-
ments since August 1997, and have filed complaints with
the Superior Court of the Siate of California and the
California and Nevada Public Utility Commissions {PUC's).
The Superior Court ardered the complaint sigyed pending
the Califonia PUC's review of the issues raised by the

compkaint,

In February 1999, the Federal Communications
Commission {FCC) issued a Declaratory Ruling on the
issue of reciprocal compensation for colls bound to 1SPs.
The FCC niled that the calls are jurisdictionally intersiate
calls. The FCC, however, desermined that this issue did
not resolve the quesiian of whether reciprocal compensa-
tion is owed. The FCC noted a number of facters that
would allow the siate PUCs 1o leave their decisions
requiring the payment of compensation undisturbed.

On June 24, 1999, the Colifomio PUC adopted o deci-
sion in the arbitration proceeding between the Company
ard Pocific Belt which held that reciprocal compensation
would be payable for ISP colls under the new interconnec:
tion agreement with Pacific Bell which become effective
on June 29, 1999, Pacific Bell has requasted a rehear
ing of the decision, althaugh Pocific Bell has poid the fult
omount of billings for calls since the effective date of the
new agreement,

On September 9, 1999, the Company entered into a set-
flement agreement with Pocific Bell regarding its claims for
unpaid reciprocal compensation under their pricr infercon-
nection ogreement. Under the terms of the setlement
agreement, Pacific Bell agreed 1o pay $20.0 million to
the Company and $20.0 million to cenain siockholders of
the Company os of the date of the recapiialization {see
Note 1}, in selement of those cloims. As a result of these
payments, the terms of the Sepiember 1998 recopitaliza-
lion requiring additionai distibution to cenain sharehoiders
have been satisfied.

On Seplember 2, 1999, Nevada Bell named the Company
ond others as defendants in Q suit to reverse the decision
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of the Public Utiliies Commission of Nevada. The
Company is contesting the cloims of Nevada Bell and no
assuronces con be given conceming the cutcome of this
cose or any resulting appeal.

On August 25, 1999, the Company along with the comr
missioness of the Colifornio Public Uilities Commussion
ond others, wefe named as a defendant in an action filed
by GTE Califarnio [GTE]. The action challenges the legat
ity of the California Public Utilites Commission's decision
regording requiring reciprocal compensation for raific ter-
mination 1o 15Ps. GTE argues that such cails 1o ISPs are
not local calls within the meaning of its agreement with
the Company even though they are dicled and billed os
local calls. The Company is contesting the claims of GTE.

in October 1999, GTE paid, and the Company recorded
as revenue, 36,308,000 of reciprocal compensation that
GTE had praviously withheld. GTE has not waived ifs
rights to appeal, contest and seek subsequent. reimourse-
ments of amounts paid for reciprocal compensation.

in February 2000. the California Public Utilifies
Commission commenced a separate generic proceeding
to develop its policy regarding reciprocat compensation.

The Company cannot predict the impact of the FCC's ruk
ing on existing state decisions or the outcome of pending
appeals or on odditional cases in this marer. Given the
uncenainty concerning the final outcome of the PUC pror
ceedings, the possibility of future extended appeals or
additional litigation, and future decisions by tha FCC, the
Company continues to record the revenue associated with
reciprocal compensation billings 1o ILECs on a cash-

received basis.

The amounts withheld by the two LECs which had witt-
held payments om amounts billed by the Company under
their agreemerus during the years ended December 31,
1997, 1998 and 1999 are as follows:

1997

1998 1990

Torad amount bifled 1©
specified HECs duiing
the year

Amount withheld bry
specified WECs ond not
recorded as revenue in
the Compony’s
siernenss of operations  [3.793.000)
Amounts received for

prior withholding ond

teconded as revenve =

$14858.000 $48.264000 $5B.846.000

(32.845.000; {29 855,000

254000 26,208,000

et omount recorded
as reverve from the
specified HECs dhring
the yeor

$11.045000 315673000 $55.319.000

6. STOCKHOLDERS’ EQUITY:
Cammon Stock

in connecrion with the fransoctions in Seprember 1998,
certain siockholders of the Company eniered inwo o
Regisiration Agreement, whereby at any time prior lo
September 26, 2001, one of the siockholders of the
Company may request that the Company grom holders of
the common stock of that stockholder the right o purchase
a certain number of shares of the Company’s comman
siock {the “Rights Offering”). The Rights Cffering, covering
024,165 shares offered from the stockholder to its shore-
holders, was consummated in connection with the initial
public offering of the Company’s common skock in
November 1999, Following 180 days after the Rights
Offering, subject 1o cenain fimitarions, stockhoiders of the
Company who are pany ko the Registration Agreement
may request that the Company tegister al or any portion
of such stockholder’s common siock in the Company with
the Securities and Exchange Commission {SEC). In addi-
tion, the Registration Agreement provides that, subject to
certain limitations, the parties to the Registration
Agreement and certain transferors of common stock origi-
nally issued to the parties of the Registration Agreement
may request that the Company inciude any common stock
held by such persons or enfities with any of the Company’s
common stock thot the Company proposes to register.

Stock Split

On March 19, 1999, the Board of Directors authorized o
tendorone spiit of the Company’s authorized and outstand-
ing common stock and preferred stock. On Ociober 7,
1999, the Board of Directors guthorized o 1.4 for 1 split
of the Company's outstanding common and preferred
stock. In oddition, on October 7, 1999, the Board of
Directors approved a resclution o increase the quthorized
shares of common stock 1o 50,000,000 shares. All
share and per share dato have been resiated 1o reflect
thase stock splits.

Convertible Redeemable Preferred Stock

The preferred stock has preference over common stock in
liquidation equal to ifs liquidation value of $25.72 per
shore, plus accrued dividends computed ar a 10 percent
rate, compounded quarterly (collectively, the Preference
Amaount). Aber payment of the Preference Amount, the
preferred stock and the common stock share raiably in
any distributions by the Company. As of the date of the
initial public offering in November 1999, oll of the our
standing preferred siock and cumularive dividends then
outstanding were converted into common stock.
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Stock Options

in Jonuary 1999, the Company's Board of Directors
approved the terms of the 1990 Siock Incentive Plan (the
"Plan”"} which authorizes the granting of siock options,
including restricted stock, stock appreciation rights, divi-
dend equivalent rights, performance units, performance

shares or other similar rights or benefits 1o employess.
directors, consultants and advisors. Opfions gronted
under the Plan have o term of ten years. in addition,
options have been granted 1o two senior officers outsice
of the 19932 Plon but governed by the rules of the 1399
plan. An aggregare of 3,150,000 shares of common
stock have been reserved for option granrs.

A summary of the status of the Company's stock options pkan ot December 31, 1999 and changes during the years
ended December 31, 1998 and 1999 are presented in the table below:

Weighted
Weighied Avera
Average Fair Value
Erercise  Cf Options
Gudiifying Nongualiifying Totat Price Graned

Balonce, December 31, 1997 - - - -

Granted ' - 568,750 568,750 $ 0.48 $ 008
Baiance, December 31, 1998 - 568,750 568.750 0.48

Granted 1,325,845 364,335 1,692,200 506 3.00
Cancelled 136,300} - {36,300) 2.57
Balance, Dacember 31, 1999 1,289 563 935,085 2,224,650 I 393

Options outstanding, exercisable ond vested by price range ot December 31, 1999 are as follows:

Numnber

Ronge of Number Weighted Averoge Vested and

Exercise Price Cutsianding Contractual Life Exercisable

$ 0.48 568,750 8.8 40297
214 1,215,900 23 -

10.00 319,000 Q.8 224 000
22.06 121,000 99 -

1224650 646917

The Company has adopred the disciosureonly provisions of SFAS No. 123, “Accounting for Stock-Based
Compensation.” Had compensation expense for the Plan been determined based on the fair value at the gront dates,
as prescribed in SFAS No. 123, the Company’s earnings and eatnings per share would have been as follows:

1997 1908 1999

Nes income {loss] aftributable to common stockhoiders:

As reported $ 4,495,000 $(1.991,0001 $ 11,821,000

Pro forma 4,495,000 (2,020,000 11,423,000
Bosic earnings per common share

As reparted ] 2.1 $ {0.38) s 0.59

Pro forma 2.0 10.38) 0.57
Diluted earnings per common share:

As reporied $ 32.11 $ {0.38) $ 0.56

Pro forma 321t {0.38} 0.54

i

The fair volue of each opfion was estimated on the date of gram using the Black-Scholes opfion pricing model with the
following assumptions used for the granis: expecied dividend yield of O percent in oll periods; expected volaility of 74
percent for 1999 and G percent for 1997 and 1998; weighted average riskfree interest rates ranging from 4.9 per-
cent 10 6.17 percent for all periods presented in the table above; and expecied lives of four years for all periods.
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7. INCOME TAXES:

g The prewision for income toxes consists of the following:
g 1997 1998 1999~
2 Current;
% Federal 1,783,000 $ 353000 $  6.795.000
2 State 503,000 245000 -
Defemed:
Federal 546,000 841,000 5,595,000
Stote 165,000 102,000 721,000
3 2997000 $ 1,561,000 $ 13.11,000

The Company’s provision for income tax differed fiom the amount computed by applying the siatutory federal income tax e to

income before income iaxes and extraerdinary item, as follows:

1997 Rare 1998 Rae 1999 Rote
Income Iax determined by applying
the sionory federal income: tax rote
to income before income taxes and
extracrdinary iem $2.547000  34.0% 4 446,000 340%  $10,156,000  35.0%
State income taxes, net of federal
income iox benefit 450,000 8.0 230,000 17.5 470,000 1.6
Federal income tox effect of
nondeductible costs related 1o the
Tronsoction (see Note 1} - - 885,000 676 - -
Reciprocol compensation sefiement - - - - 1,500,000 5.2
Changes in reserves - - - - 36,000 12
Other - - - - 49000 0.2
Provision for income faxes §2907000 400%  $1.561000  Ti91% 1311000 4592%
The cumulative balance sheet effects of deferred tax items are:
1907 1998 1909
Trade oceounts receivable allowances $ 129,000 $ 171000 $ 173,000
Vacation and other accrued expenses 26,000 76,000 130,000
inventory reserves 446,000 46,000 95,000
Tox credits - 876,000 151,000
Siate taxes 250,000 143,000 152,000
Deferred tax assets 451,000 1,332,000 701,000
Depreciation and amortization 11,097.0001 (2,834,000 {5.982,000)
Copitalized inferest - (1200001 (884,000)
Reciprocai compensation seffiement - - (#80,000)
Orher resarves {128.0001 $105,000} {908.0001
Delerred tox liabilities 11,225.0001 (3.069,0001 18,754,000
Net deferred Iax liability |774,000) {1,737,000) 18.053.0001
less: Amoun clossified o3 cument deferred iax asser 160,000 151,000 580.000
Net noncurrent deferred iox liability $ 934,000 $ 11,888,000 § 18.633,000)

Tax credits of $876,000 and $151,000, shown above, represent unused tax credits associated with the payment of Alilernative
Minimum Tox (AMT) as of December 31, 1908 and 1999, respecively. Such credits, which do ner expire, may be used 1o offses
future income toxes payable.
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8. RELATED-PARTY TRANSACTIONS:
Bay Alarm Company (Bay Alarm)

Bay Alarm (o stockholder of the Company) and its
subsidiary, inReach Internet, LLC, are collectively one

of the Compony’s largest customers of relephone nemwork
services, comprising approximately $2, 109,000,
$2.680,000 and $2,667.000, or 7.1 percent, 6.3 per-
cent and 2.8 percent, of the Company’s revenues for the
years ended December 31, 1997 1908 and 1599,
respectively, The Company also had amounts due from
Bay Alarm ot December 31, 1998 and 1999, These
omounts are included in accounts receivabie from related
parties in the accompanying balance sheets.

Bay Alarm provides the Company with security monikring
services at its normal commercial rates. The Company
has recorded $48,000, $58,000 and $40.000 as sel
ing, general and administrative expense for these services
for the years ended Decembar 31, 1997, 1998 and
1999, respectively.

As autlined in Note 5, the Company leases its facility in
Qakland from Bay Alarm.  in addition 1o rent paid under
this lecse, the company recorded selling, generai and
administrative expanse of $0, $59.000 and $35.000
for the years ended 1997, 1998 and 1999,
respectively, for related utility charges. in May 1999,
the Company restructured the agreement 1o allow for
direct payments to the utility company.

Notes Recetvable from Stockholder

In connection with the Transaction, a siockholder of fhe
Company, who is also an officer, purchased 37,500
shares of common stack from the Company for
$250,000. The Company received $50,000 in cash
from the stockholder and entered into a note receivable
for the remaining balance of $200.000. Subsequent o
the Transaction, ancther officer of the Company acquired
6,247 shares of common stock for $42,000. The
Company received $9,000 in cash ond entered into a
note receivable for the remaining $33.000 due from the
officer. The notes accrue interest at 5.54 percent and
3.12 percent, respectively, compounded annually, with
any unpoid aeerued interest and principal due at the
earlier of [1] the sole of the above siock with proceeds
received first applied to unpoid interest, then 1o principal:
{2} scle of the Company; (3] 40 doys from the date the
stockholder is no longer an employee of the Company or
a subsidiary; o [4) September 16, 2003 and October
16, 2003, respectively.

9. RETIREMENT PLAM:

tn Ocrober 1996, the Company adopied a 40 1{k
retirement plan {the Plan} for ofl fulHime empiovees who
have completed six months of service. The plan year

is rom january 1 1o December 31, and the Company
will contribule $0.50 for every $1.00 contribures by

the employee, subject to the Compoeny's contribution not
exceeding 3 percent of the employee’s solory. Participants
become hully vested affer six years of service, atthough
they vest incrementally on on annual basis ater two years
of service and until the sixyyear period is complered. The
Company recorded sefling, generol and administrative
expense of $63,000, $58,000 and $134,000 for the
years ended December 31, 1997, 1998 and 1999,
respeciively, for the Company’s matching contributions.

Employees of the Company previously contributing to the
CalPage 401(k) retirement plan [with identical provisions
to the Pian) were able 1o ol their accumulated benefits
into the Flan at date of commencement [{October 1,
1996, with all prior empioyer contributions becoming
fully vested on the date of rollover.

10. SALE OF ANSWERING SERVICE DIVISION:

In March 1997, the Company sold the customer base
ond other assets of its answering service division for
$420,000, payable $200,000 in cash and o
promissory note of $220,000. The promissary note
was paid in Ociober 1997 ot a discount of $18,000.
The Company recognized a net gain of $385,000
on the sale in the yeor ended December 31, 1997

11. SUBSEQUENT EVENTS:

Effective January 1, 2000, the Company acquired the
customer base and certain other assets of Napa Valley
Telecom (Napa Telecom), a switchhhased, long distance
telecommumnications company heodguartered in Nopa
Valley, California.  The total purchase price, which was
paid in cash, was opproximately $4,000,000 pius
additions! payments not to exceed $3500.000 i cerain
fevenue targets are met. |n connection with this
ogreement, the Company gronted cerain key employees
of Napa Telecom options 1o purchase the Company’s
common stock at its November 1999 initiol public offering
price of $10. As a result, the Company will recognize
deferred compensation of opproximately $900,000. This
amount will be amortized as on operating expense aver
the four year vesting ferm.

F-17
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Effective February 1. 2000, the Company acquired all of
the outsianding stock of instalinet, Inc. [Instailnet) and three
orher related companies headquartered in Scuthern
Colifornia. Instalinet is primarily in the business of
telecommunications. equipment insiaikation.  The totl
purchase price, which was paid in cash and stock,
approximated $1.4,000,000 plus odditionat payments
not 1o exceed $1,500,000, if cenain revenue taigets
ore met. In addition, the Company has graned options
to cenain Instalinet employees o purchase an aggregare
of 105,000 shares of the Company’s common stack at
the market price at the dare of grant.

Fac West Tdecamm, ne

These acquisitions will be accounted for using the
purchase merhod of accounting.
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